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Goodwill—or Speculation
The principle has been generally accepted that the payment of more
than book value for an established business constitutes a purchase of the
goodwill inherent in the business as the result of various conditions
peculiar to the particular enterprise which is purchased. It is questionable
whether a close analysis will justify a universal application of this
principle.
It cannot be applied to all cases in which more than book value is
paid, because such a payment may be made before a business has become
established. Goodwill is based on the ability of an enterprise to make
a greater regular profit than the normal amount demanded by an investor.
It must, perforce, be a matter of growth, since no enterprise can be said
to be able to make a certain rate of profit until it has been established
long enough to demonstrate its earning capacity. If a share in the business
is purchased at more than book value before the earning capacity is
established, the extra payment cannot be said to be made for the goodwill.
It is made in the hope that the future will prove that the enterprise will
be successful and that its value will therefore be increased beyond what
the normal course of such a business would lead one to expect. But when
one buys an interest in a business, whether stock on the stock exchange
or a share in a partnership, with the expectation of making a profit by
its rise in value, he is to that extent indulging in speculation.
An example will illustrate the difference between goodwill and specula
tion, and will show how the two may be mixed in one transaction.
A and B, finding conditions favorable for a certain enterprise, form
a partnership for the purpose of carrying it on. Having made all their
arrangements, including the premises, state rights or whatever else made
the conditions seem favorable, they begin operations, but have not pro
gressed far enough to demonstrate that they will have even a moderate
success, when C has his interest aroused. After making an investigation
of the prospects of the enterprise, C offers to join them and to put in
capital equal to each of theirs for a third interest. A and B agree to
let him in, but demand a 10 per cent bonus to be divided between the
two of them. If C agrees to this, he pays the 10 per cent as a speculation,
not as goodwill.
After the business has been conducted long enough to establish the
fact that the earning power is above the normal and that the business
is sure to continue prosperous with good management, D expresses a
desire to buy a fourth interest. If the normal profit is fixed at 10 per
cent and the enterprise is making 18 per cent, A, B and C will require
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that D shall not only pay enough to cover the book value of a fourth
interest, but also allow A, B and C to capitalize the extra earnings of
8 per cent on some agreed basis by credits to their accounts, necessitating
a further contribution by D of enough to make his capital one-fourth of
the new capitalization. D has then paid an amount above the book
value of his share of the business to buy a share of the goodwill.
However, it may be that A, B and C will claim that the trend of the
business has been steadily upward, and that there is every indication that
it will continue to improve. Therefore they will not let D in on the basis
of the extra 8 per cent but require that he shall pay on the basis of 12
per cent. If D agrees to this, it seems that he is paying for two different
things: a goodwill based on a proved earning capacity and a speculation
based on his hope that the future will produce better value for him than
now exists.
This distinction is important only in case the allowance made to the old
partners appears on the books. If it is a cash consideration paid to each
of the old partners it does not make any difference what it is called. The
condition then would be similar to what it would be if A, B and C had
been the sole stockholders in a corporation and each had agreed to sell
one quarter of his stock to D at more than book value. The extra pay
ment would be a personal matter between the parties and would not show
on the corporation’s books.
If the whole allowance appears on the books by a charge to goodwill
and credits to A, B and C, it is manifest that the goodwill account is
overvalued. In the interests of accurate accounting it would be better to
charge goodwill with that amount only which could reasonably be said
to be due to the present earning capacity, basing D’s contribution to the
capital on the condition at that point, and then for D to pay the additional
allowance to A, B and C in cash. If it is necessary that the whole
allowance appears on the books, it should be divided in proper proportion
between goodwill and an account called perhaps “bonus to old partners.”
It would naturally be desirable to charge off the latter account as soon as
practicable.
In corporations this question comes up only in case of mergers or in
preparing a consolidated balance-sheet for a holding company and its
subsidiaries. In many of these cases the amounts paid for the stock of
the constituent or subsidiary companies is very much greater than the
present earnings would justify. In many instances the principal object is
to eliminate dangerous competition, but a payment made with that object
in view ought not to be classed as a purchase of goodwill.
The celebrated Safety Razor Company problem, already referred to
several times in this department, is a case in point. That company bought
all the stock of the L. W. Company and of the Steel Blade Company,
paying therefor $2,500,000. It is not stated how this payment was divided
between the two companies. Each of the companies already had an asset
of goodwill on its books.
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The condition therefore was as follows:

Payment by Safety Razor Co.
Property acquired by this purchase:
Net assets L. W. Co.
1,035,000.00
250,000.00
Less goodwill
Net assets Steel Blade Co.
Less goodwill

535,000.00
50,000.00

2,500,000.00

785,000.00

485,000.00

Net tangible assets acquired
1,270,000.00
Less Steel Blade stock owned by L. W.
Co. and carried at
300,000.00
Total excess paid over net working assets

970,000.00
1,530,000.00

In all the answers to the problem this amount is carried as goodwill
in the consolidated balance-sheet.
An analysis of the conditions of the two companies at the time of
their purchase by the Safety Razor Company furnishes these data:
The L. W. Company had a capital of $400,000 and a surplus of $635,000.
Its earnings for the three months prior to the purchase were at the rate
of $120,000 per annum.
The Steel Blade Company’s capital was $600,000, but it had a deficit
of $65,000, and its losses for the three months prior to the purchase were
at the rate of $60,000 per annum.
It is plain that the Steel Blade Company on this showing could not
be said to have any goodwill. All the goodwill paid for must therefore be
due to the earning power of the L. W. Company. The actual capital
invested in this company, consisting of its capital stock and surplus at
the time of purchase, less the goodwill already carried, was $785,000, on
which the earnings are at the rate of $120,000 per annum, or a little more
than 15 per cent. Allowing the very low rate of 8 per cent. as the normal
rate to be expected from such an enterprise, it would require $62,800 of
the income to cover the return from invested capital. This would leave
$57,200 to represent the earnings from goodwill. Capitalized at 8 per
cent. this would justify a goodwill of $715,000. If the whole $1,530,000
which was paid above book value is charged to goodwill, it is evident
that there is an overcharge of $815,000.
The overpayment may be made to gain control of the two companies
in the hope that unified action may result in cheaper production or it may
be for the purpose of getting rid of disastrous competition. In either
case it is speculating on what may be hoped for in the future, and it is
not based entirely on the experience of the past.
The question that arises is whether it is true that a goodwill of
$1,530,000 has been established by the purchase, or whether a more accu
rate treatment would not be to charge goodwill with only $715,000 and
to charge premium on subsidiary stocks with $815,000. The figures would
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vary, if a rate different from 8 per cent. were used. The premium
account would naturally be absorbed if the net worth of the subsidiary
companies were allowed to increase by refraining from using all the
profits made by them as dividends or as credits to surplus in a consoli
dated balance-sheet. A portion of the profit should be devoted each year
to writing off the premium account.
Edward S. Rogers says of goodwill: “As with all intangible things,
goodwill is hard to place mentally. Like reputation, popularity and friend
liness, it is so elusive that there is little wonder its value and its very
existence are so frequently ignored. Like character and reputation in an
individual—the things which enable anyone to associate with his fellows—
goodwill is what perpetuates a business. It is that which makes tomor
row’s business more than an accident. It is the reasonable expectation
of future patronage based on past satisfactory dealings. Promiscuous and
casual customers or clients do not pay the profits. Those who come regu
larly do. These persons have found the dealer trustworthy, his goods of
high quality, his skill and knowledge commendable. They have been satis
fied with the treatment they have received in the past and are reluctant
in the absence of some reliable recommendation or special circumstance
to risk transferring their custom to another. It is this hope and probability
that keeps a business going and gives it a selling value above that of its
leasehold, equipment and stock.”
Relation

of

Trade-marks to Goodwill

It is often said of a business that, in addition to its goodwill, it pos
sesses certain trade-marks or trade-names which are very valuable. The
making of such a statement indicates a wrong conception of the nature
of a trade-mark. In itself there is no value attached to a certain picture,
such as that of two dusky children, or to a made-up name, such as Uneeda.
They are of use only as identifying Gold Dust washing powder or a special
kind of biscuit. If the things which they identify had not proved them
selves through years of use to be articles of good quality, made by con
cerns which can be depended upon to keep them up to a high standard,
the peculiar picture or name would have no value whatever.
If some one other than the owners of the trade-marks should use
them on similar articles, it would be equivalent to saying: “This is the
washing powder which you have been in the habit of using and is the
one whose excellent qualities have established a goodwill in the minds of
those using such an article.” It is plain that the wrongful user of the
trade-mark is attempting to divert to his own benefit the goodwill built
up by the original manufacturer and that is the goodwill which is valu
able and not the identifying trade-mark.
That the trade-mark or trade-name has no value in itself is shown by
the fact that if a manufacturer allows his goods to fall below the high
standard which has hitherto attracted customers, no device, however at
tractive, will sell the goods. The customer can no longer depend on the
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quality of the goods and after a few disappointments will cease to buy
them. The trade-mark is exactly the same as it was before, but it has
now become a symbol of illwill instead of goodwill.
Usually the trade-mark or trade-name is much more important than
the name of the manufacturer. Thousands of persons are using Gold
Dust washing powder who have not the faintest idea of the name of
the manufacturer. If a hundred housewives were asked to give the names
of the concerns which make Sapolio, Fairy soap, Royal baking powder,
Old Dutch cleanser and many other articles that are identified by a pic
ture or a name, it is certain very few could do so. They have become
accustomed to seeing the picture of the typical Hollander chasing dirt,
and will take any package that bears it or anything closely resembling
it. They may not even remember the name of the article, but will ask
for the woman with a broom, or will point it out on the shelf. It is owing
to this that the courts have uniformly enjoined the use by competitors
of any device that is calculated to deceive ordinary persons who are not
critical observers. Sometimes the article is known by the name of the
manufacturer, who has not adopted a trade-name, though he may use
a trade-mark. An instance of this is Baker’s chocolate, which has the
well-known picture of the woman with a tray on every package. The
picture is not in any way connected with the name of the article, which
is always known simply as Baker’s chocolate. In spite of the right of a
man to use his own name, the courts enjoined W. H. Baker from selling
a chocolate put up in a wrapper somewhat similar to that used by the
Walter Baker Company, but without the picture, and with the name dis
tinctly stated as W. H. Baker & Company. While the chocolate was
correctly stated to be Baker’s chocolate, it was not the particular article
whose goodwill had been established by many years in which a uniform
high standard of excellence had been maintained. It was not until he
was forced to put on every package of his output in prominent letters
“W. H. Baker is distinct from the old chocolate manufactory of Walter
Baker & Company” that he was allowed to use even his own name.
In preventing the infringement or imitation of a trade-mark or tradename, the courts have uniformly done so on the ground that it was the
goodwill that was valuable, and that the mark or name was merely the
expression of the goodwill. The sign on the door of a big and successful
business is intrinsically worth very little. As representative of the great
concern whose name it bears, it is immensely valuable. On this point
Edward S. Rogers says:
“Goodwill must be focused upon something—it must be more than a
general uncrystallized feeling of friendliness. There must be something
to which it can attach to be of value to any one. To patronize a store
or hotel a second time it must be identified. Whatever it is that fixes
identity and thus makes certain to the potential patron that his friendli
ness or goodwill towards it is not being diverted from the intended re-
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cipient to another is the embodiment of the store or hotel proprietor’s
expectation of the public’s continued patronage and the benefits resulting
to him from it. The means of identification of business establishments
are the things to which goodwill attaches and which make a continuing
asset. It may be the name of the proprietor, the sign over the door, a
device on the wrapping paper, a peculiarly designed store front, a partner
ship style, a corporate name or a nickname. It is of no consequence
what it may be in any particular case; if it is a means of identification
it may not be used or imitated by competitors so as to impair the value
to the true owner of the goodwill and patronage which its use secures
to him.”
Patents

It is often very difficult to reach a basis for the valuation of patents
when they are among the assets transferred from one concern to another.
It will simplify matters somewhat if the value of the patents can be
separated from that of the goodwill which the business has been able to
establish in consequence of the monopoly conferred by the patents. Hav
ing the exclusive right to manufacture a certain article for a number of
years, it has the opportunity to make that article a confirmed habit among
all its consumers. When the patent expires and other concerns acquire
the right to make an exactly similar article, they find it up-hill work to
compete with the original manufacturer. The consumers are satisfied and
do not care to try experiments.
If a concern that has for seven years been building up a reputation for
an article protected by patent should then sell to another concern, the
basis of the valuation of the patent would undoubtedly be something more
than the excess profits of the next ten years. However, the price agreed
upon should not be considered the value of the patent, nor should it be
charged to “patents” to be written off in ten years. By far the larger
portion of the price should be considered the value of the goodwill, if
the protected article has proved a success. The distinction may be impor
tant, because patents must be written off during their life, but goodwill
may be considered a permanent asset.
Sinking Fund

or

Serial Bond Plan

Editor, Students’ Department:
Sir : In a recent publication a writer states with reference to the cancel
lation of pre-purchase of bonds for which a sinking fund has been created:
“Whether the bonds are held in the sinking fund or whether they are
retired would have no effect upon the accounts in subsequent years. The
interest on the bonds, if the bonds were not retired, would be charged to
an interest on bond account, but would be credited to a trustee’s income
account and the credit in the trustee’s income account would offset the
debit in the interest on bonds account. If the bonds were retired, there
would, of course, be no interest charge or interest credit.”
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I have also read in another authority that bonds so purchased should
not be cancelled. . . . “Otherwise the fund would be deficient at its
maturity. . .
Can the above statements be reconciled? And how would the sinking
fund be deficient at maturity if part of the cash had been applied to
redemption of the bonds for which it was established?
J. W. T.
New York.
The statement made in the article quoted cannot be reconciled with
the other statement for the reason that the article is wrong in this par
ticular. The first error is in failing to distinguish between a sinking fund
and a redemption fund. To be a true sinking fund, it is imperative that
any of the company’s own securities purchased for the fund shall be held
alive in the fund so that the interest thereon will compound to maturity.
If the securities are cancelled when purchased the fund can no longer be
truly called a sinking fund, but should be called a redemption fund.
The reason for insisting upon this distinction is that sinking fund con
tributions are computed by finding what equal periodical instalments at
compound interest will produce a fund sufficient to retire all the bonds at
maturity. Where some of the securities are cancelled instead of held
alive in the fund, the fund loses the compound interest on the retired
securities. For this reason you cannot inaugurate a programme for bond
retirement on the sinking fund basis and then disorganize that programme
by shifting to the periodical redemption plan.
To make this matter as clear as possible let us assume that a company
issues $100,000 of 5 per cent. bonds, interest payable annually, maturing
in five years. It is provided in the trust deed that a sinking fund shall
be established by contributions of equal amount to be paid to the trustee
of the sinking fund in cash at the end of each year. The amount of the
annual contribution will depend upon the rate of interest which can be
earned on the periodical instalment Assuming that 5 per cent can be
earned, we find in an interest table that an annual contribution of $1.00,
made at the end of each year, will amount to $5.525631. Dividing $100,000
by 5.525631 produces a quotient of $18,097.48, which is the annual contri
bution necessary to make on a 5 per cent. compound interest basis in
order to produce a fund of $100,000 at the end of five years. The follow
ing table shows the accumulation of the fund on the assumption that each
year the company buys $15,000 of its own bonds and holds them in the
sinking fund:

Table of Accumulation

of

Sinking Fund

Assuming that the annual instalment of $18,097.48 and interest accre
tions are invested as follows:
Company’s own 5 per cent. bonds of $15,000, held alive in fund.
Other 5 per cent. securities of other companies.
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End of year
1
2
3
4
5

Annual
cash deposit
$18,097.48
18,097.48
18,097.48
18,097.48
18,097.48

Interest
earned
0
$904.87
1,854.99
2,852.62
3,900.12

$90,487.40

9,512.60

Securities
purchased
$18,097.48
19,002.35
19,952.47
20,950.10
21,997.60

Total fund
$18,097.48
37,099.83
57,052.30
78,002.40
100,000.00

The sinking fund would contain 5 X $15,000, or $75,000 of the com
pany’s own bonds, and $25,000 of cash or securities with which to pur
chase the remaining bonds.
To show that the fund will be deficient if the securities issued by the
company itself are cancelled when purchased for the sinking fund, the
following table of contributions, interest earnings and bond retirements
is presented:

Table

of

Accumulation of Fund

Assuming that $15,000 of company’s own bonds are purchased each
year and cancelled—remainder of annual contributions plus interest accre
tions being invested in 5 per cent. securities of other companies.

End of
year
1
2
3
4
5

Cash
$18,097.48
18,097.48
18,097.48
18,097.48
18,097.48

$90,487.40

Company
Interest
bonds
Total
retired
earned
0 $18,097.48 $15,000.00
154.87 18,252.35 15,000.00
317.49 18,414.97 15,000.00
488.24 18,585.72 15,000.00
667.53 18,765.01 15,000.00

Increase
in fund
$3,097.48
3,252.35
3,414.97
3,585.72
3,765.01

Balance
of fund
$3,097.48
6,349.83
9,764.80
13,350.52
17,115.53

$1,628.13

There are outstanding bonds to be redeemed amounting to
while the sinking fund is only

$25,000.00
17,115.53

7,884.47

Hence the fund is deficient
This is the difference between
The interest earnings of the first fund totaling
and interest earnings of the second fund totaling

$9,512.60
1,628.13
$7,884.47
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The company saves the expense of the annual simple interest at 5 per
cent, on the bonds redeemed, but it loses the compound interest on the
bonds redeemed. The following table shows the interest shortages:

Year
1
2
3
4
5

Interest when
bonds
are redeemed
0.00
154.87
317.49
488.24
667.53

Interest when
bonds
are held alive
0.00
904.87
1,854.99
2,852.62
3,900.12

9,512.60

Interest lost
0.00
750.00
1,537.50
2,364.38
3,232.59
7,884.47

1,628.13

These shortages are accounted for as follows:
During the second year the fund is short
15,000.00
750.00
Hence the company loses 5 per cent. interest on $15,000.00 or

15,750.00
15,000.00

Increasing the shortage in the fund to
Cancelling the next purchase of bonds

Makes a shortage during the third year of
Hence the company loses 5% interest on $30,750.00, or

30,750.00
1,537.50
32,287.50
15,000.00

Increasing the shortage in the fund to
Cancelling the next purchase of bonds

Makes a shortage during the fourth year of
Hence the company loses 5% interest on $47,287.50, or

47,287.50
2,364.38

49,651.88
15,000.00

Increasing the shortage in the fund to
Cancelling the next purchase of bonds

Makes a shortage during the fifth year of
Hence the company loses 5% interest on $64,651.88, or

64,651.88
3,232.59

Making a total shortage of

67,884.47
40,000.00

Bonds still outstanding total

If the fund should be
and is short

100,000.00
67,884.47

32,115.53

there must be in the fund

7,884.47

Shortage
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The statement “whether the bonds are held in the sinking fund or
whether they are retired would have no effect upon the accounts in subse
quent years,” is clearly incorrect. It is true that “the interest on the
bonds, if the bonds were not retired, would be charged to an interest on
bond account, but would be credited to a trustee’s income account,” but it
is also true that the trustee’s income account would also be credited with
interest on interest. The simple interest saved does not offset the com
pound interest earned.
Not only does the retirement of the bonds have an effect on the fund
“accounts in subsequent years,” but it has an effect on the nominal
accounts.

Compound Simple
interest
interest
charged
credited
to income to income Difference

First retirement $15,000, 4 years
before maturity
4 years’ interest on $15,000

$3,232.59

$3,000.00

$232.59

Second retirement $15,000, 3 years
before maturity
3 years’ interest on $15,000

2,364.38

2,250.00

114.38

Third retirement $15,000, 2 years
before maturity
2 years’ interest on $15,000

1,537.50

1,500.00

37.50

Fourth retirement $15,000, 1 year
before maturity
1 year’s interest on $15,000

750.00

750.00

$7,884.47

$7,500.00

The fund is short the compound interest of
and the income is short

384.47

$7,884.47
384.47

A point that is seldom taken into consideration in comparing the sink
ing fund with the serial redemption plan is that the company pays out
more actual money the first part of the time under the serial plan and for
the last part of the time less is paid out than under the sinking fund plan,
the net result being that the total amount paid out when the bonds are
redeemed and cancelled, that is under the serial plan, is less than the
amount required to operate the sinking fund. Of course, as far as the
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company is concerned, the money, whether for fund or interest, paid to
the trustee of the sinking fund is paid out just as much as if it went to
outside holders of the bonds. The figures are as follows:

End
End
End
End
End

Date
1st year
2nd year
3rd year
4th year
5th year

Sinking Fund Plan Payments
Fund
Outside
Excess
Fund cash
interest
interest
Total payments
18,097.48
5,000.00
23,097.48
18,097.48
904.87
4,095.13
23,097.48
18,097.48
1,854.99
3,145.01
23,097.48
97.48
18,097.48
2,852.62
2,147.38
23,097.48 1,097.48
18,097.48
3,900.12
23,097.48 2,097.48
1,099.88

90,487.40

Date
End 1st year
End 2nd year
End 3rd year
End 4th year
End 5th year

9,512.60

15,487.40

115,487.40

Serial Plan Payments
Interest
Bonds paid
paid
Total
20,000.00
5,000.00
25,000.00
20,000.00
4,000.00
24,000.00
20,000.00
3,000.00
23,000.00
20,000.00
2,000.00
22,000.00
20,000.00
1,000.00
21,000.00

100,000.00

15,000.00

115,000.00

3,292.44

Excess
payments
1,902.52
902.52

2,805.04

487.40

487.40

15,487.40

3,292.44

Excess sinking fund plan

For large amounts extending over many years this excess might seem
to be a great objection to the sinking fund plan, but the objection vanishes
when the facts are considered.
The theory on which all sinking fund calculations are based is that
money is worth a certain rate of interest whether in the hands of the
company itself or of the fund trustee. This will not work out exactly
in practice unless some way is found to realize the rate on the odd amounts
of cash in the hands of the trustee, but the theory is true enough for all
practical purposes. Therefore, in analyzing the conditions attendant upon
the excess payment, compound interest on these payments must be debited
and credited in order to find the actual net loss or gain made by the com
pany under whichever plan it chooses to adopt.
In the example used the company has paid out on the sinking fund
plan an excess of $3,292.44 and under the serial plan an excess of $2,805.04,
a clear loss of $487.40. However, it must be noted that the smaller excess
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is paid in the first two years and the larger in the last three, and the
interest must be calculated to see to what extent the longer time offsets
the larger amount

Under the serial plan the company loses the use of
$1,902.52 for 4 years, on which the compound interest is
902.52 for 3 years, on which the compound interest is
Total loss
It gains the use of
$ 97.48 for 2 years, on which the interest is
1,097.48 for 1 year, on which the interest is
Net loss of interest

409.99
142.26
552.25

9.98
54.87

64.85
487.40

That is, the serial plan in addition to $15,000.00 actual interest paid
loses $487.40, making it cost exactly the same as the sinking fund plan.
It may be that the article intended to say that the choice of a plan
would make no difference in the result, which is true, but it is far from
true that it “would have no effect upon the accounts in subsequent years.”
Calculating Commission on Net Profits

Editor, Students’ Department:
Sir: I enclose a solution of a proposition which we ran into recently
in auditing some cotton mill books, which may be of interest to your
readers.
A corporation, having an average invested capital of $250,000.00 for
1918, earned $180,000.00 net. The average invested capital for the pre
war period was $200,000.00; the average net earnings, $40,000.00.
We find in the minute book, under date of January 1, 1918, the follow
ing resolution: “The treasurer shall receive a commission of 20 per cent. of
the net profits after the excess profits, war profits and income taxes and
his commission have been deducted. His commission is to be considered
an administrative expense and is to be deducted from net earnings before
the taxes have been computed.”
What is the corporation’s net profit? What is the treasurer’s com
mission? What are the taxes?
Charlotte, North Carolina.
J. L. Hoyle, C.P.A.

Solution by Mr. Hoyle:
The taxes, without considering the commission to treasurer, would be:
Excess profits taxes
20% invested capital
50,000.00
Less credits:
Specific deduction 3,000.00
8% invested capital 20,000.00 23,000.00

27,000.00 @ 30% = 8,100.00
Net earnings
180,000.00
20% invested capital 50,000.00 130,000.00 @ 65% = 84,500.00 92,600.00
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War profits taxes
Net earnings
180,000.00
Less credits:
Specific deductions 3,000.00
Average net earnings
for pre-war period 40,000.00
10% increase in in
vested capital
5,000.00 48,000.00
Less excess profits taxes

132,000.00 @ 80% =105,600.00
92,600.00 13,000.00

Income taxes
Net earnings
180,000.00
Less credit (specific deduction) 2,000.00

178,000.00

Less excess and
war profits taxes

105,600.00
72,400.00 @ 12% =

Total taxes
Now let X
Y
Z
Equation (1) X

=
=
=
+

8,688.00

$114,288.00

Corporation’s net profit
Treasurer’s commission
Taxes
Y + Z = 180,000 net earnings.

The treasurer’s commission is to be 20% of net profits after both commis
sion and taxes have been deducted, and we have equation No. 2:
Y = 20% [180,000 —(Y + Z)]
As 80% of $132,000, the net amount of earnings less the war profits
credits, is the sum of both the excess profits and war profits taxes, and
as the income tax is 12% of earnings after the credit of $2,000.00 and the
excess and war profits taxes have been deducted, we have for our third
equation:
Z = 80% (132,000 — Y) + 12% [(178,000 — Y) — 80% (132,000 — Y)]

Simplifying equations Nos. 2 and 3, we have:
(No. 2)
6Y +
Z =
180,000
(No. 3)
103Y + 125Z = 14,286,000
Multiplying No. 2 by 125 and eliminating “Z” by subtraction, we have:
750Y + 125Z = 22,500,000
103Y + 12 5Z = 14,286,000
647Y=8,214,000
Y
= 12,695.517
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Substituting the value of “Y” in equation No. 2, we have:
6Y +
Z = 180,000
Z = 180,000 — 6Y
Z = 180,000 — 76,173.10
Z = 103,826.90

Substituting the values of “Y” and “Z” in equation No. 1, we have:
X + Y + Z = 180,000
X = 180,000 — (Y
Z)
+
X = 180,000 — (12,695.52 + 103,826.90)
X = 63,477.58
X = 63,477.58=Corporation’s net profit
Y = 12,695.52=Treasurer’s commission
Z = 103,826.90=Taxes
X + Y + Z = 180,000.00=Net earnings.
20 [180,000 — (103,826.90 + 12,695.52)]
= 12,695.52 = Treasurer’s com
mission, which was to be 20 per cent. of net profits after both commission
and taxes had been deducted.
Computing the taxes on net earnings less the treasurer’s commission,
we have:
Net earnings = 180,000.00
Treasurer’s commission = 12,695.52

Basis of taxes = 167,304.48
Excess profits taxes
50,000.00
20% invested capital
Less credits:
Specific deduction 3,000.00
8% invested capital 20,000.00 23,000.00

27,000.00 @ 30% = 8,100.00
Basis of taxes
167,304.48
20% invested capital 50,000.00 117,304.48 @ 65% = 76,247.91 84,347.91
War profits taxes
167,304.48
Basis of taxes
Less credits:
Specific deduction 3,000.00
Average net earnings
for pre-war period 40,000.00
10% increase in in
vested capital
5,000.00 48,000,00

Less excess profits taxes

119,304.48 @ 80% = 95,443.58
84,347.91 11,095.67
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Income taxes
Basis of taxes
167,304.48
Less credit (specific deduction) 2,000.00

165,304.48
Less excess and war profits taxes 95,443.58
69,860.90 @ 12%

Total taxes

8,383.31
$103,826.89

“Z” = 103,826.90

Profit Percentage Basis
Editor, Students’ Department:
Sir : If a corporation was authorized at $250,000.00 but only issued stock
to the amount of $200,000.00 and after a number of years issued a stock
dividend of the remaining stock, in making up statement at the end of the
year would the percentage of profit be figured on the $200,000.00 or
$250,000.00?
Would any credit items going through the surplus adjustment account
have to be taken into account when making up income statement, such
as correcting mistakes, stock discount or premiums, etc.?
If you will answer the above questions through your publication at
your convenience you will greatly oblige
Yours very truly,
San Francisco, California.
E. H. B.
I understand that the questions contained in your letter refer to the
financial statements rendered to the directors and stockholders, and not
to the statements prepared for the income tax.
If by percentage of profit is meant that which is earned on the capital
employed in the enterprise, the base of the calculation must not be the
issued stock alone. The surplus or undivided profits must also be included.
Surplus is just as much capital as is the paid-in stock. This is manifest
in a partnership where the undrawn profits are at once added to the
capitals of the partners. The fact that undivided profits are credited to a
surplus account in a corporation does not change their nature.
As the stock dividend could not be declared except out of surplus, the
issue of the stock does not change the total of the capital employed. It
merely increases the issued stock and decreases the surplus to the same
extent.
The percentage of profits to issued stock only would have no practical
value, except to show what dividend is being earned. For this purpose
the percentage would be on the basis of the entire issued stock after the
dividend stock had been issued.
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Surplus adjustments would appear in an income statement in the final
table as follows:

SURPLUS
Adjustments detailed
Corrected balance, down

0.00
0.00

Balance January 1
Adjustments detailed

0.00
0.00

0.00

0.00

Corrected balance

0.00

And then the entries for the current year. If there are many items they
may be detailed in a schedule and only the net result used here.
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